Globalization and rapid increases in the movement of international capital has made taxing the income of multinationals a very important issue. Because the taxation of multinational corporations (MNCs) has become more difficult than before, governments have attempted to overcome such difficulties by reforming and correcting defects in tax laws and introducing new rules. However, the problems have worsened and the current need for fundamental changes to taxation rules for MNCs is being intensively discussed. The issue of taxing MNCs is of crucial importance because it has a decisive impact on the future of corporate tax systems.
To investigate this issue, a comparative study between the United States and Japan could be very useful; these countries are two of the three largest economic powers (the United States is the largest and Japan is the third largest) and, thus, can significantly influence the rest of the world. In addition, corporate tax rates in both countries have remained very high: the United States has the highest rate, at 39.0% (blended federal/state rate), among the Organization for Economic Cooperation and Development (OECD) countries for 2015, whereas Japan has the third highest rate at 32.1% 1 Therefore, both countries face greater difficulties in taxing MNCs than other countries. A high corporate tax rate attracts repeated critics from the industrial side who claim that such a rate negatively affects industrial competitiveness. Under growing pressure from tax competition, corporate tax reform that includes rate reductions is currently a high priority agenda item for both countries.
Interestingly, observations of both countries indicate their commonalities and differences when facing common difficulties and issues regarding how to tackle the problem of corporate taxation of MNCs. First, both countries introduced exemption systems for repatriated dividends from controlled foreign corporations (CFCs) of MNCs that intended to promote repatriation of CFC income. The United States introduced a one-time repatriation tax holiday in 2004, whereas Japan introduced a permanent repatriated dividend exemption system in 2009. Although the two countries' purposes in promoting repatriation have commonalities, they differ from each other in that the U.S. system was only a temporary policy instrument while Japan's system became a permanent part of the tax law. This difference is the reason that 2009 is evaluated as the turning point for Japan in moving from "worldwide taxation" to "territoriality." 2 In contrast, the United States still maintains its worldwide system. Second, both countries' governments have proposed revenue-neutral tax reforms, including tax rate reductions. Their basic strategy is to implement a revenue-neutral corporate tax reform that makes possible a rate reduction by increasing revenue by extending the tax bases. However, both countries cannot adopt a corporate tax reform with only a rate reduction because they cannot easily lose tax revenues when faced with large fiscal deficits. The Abe administration in Japan started a revenue-neutral corporate tax reform in 2015, whereas the same type of reform has yet to be realized in the United States despite the Obama administration making such a proposal.
A comparative study of the tax reforms of Japan and the United States, particularly given their commonalities and differences, could reveal useful insights into the tasks, possible solutions, and future challenges for corporate taxation. In this article, we proceed with a comparative analysis in the following three parts. In Part II of this article, we attempt to find commonalities and differences in Japanese and U.S. corporate tax reforms since the 1990s. In Part III, we attempt to explain the reasons behind such commonalities and the differences in corporate tax reforms between both countries. In Part IV, we attempt to draw useful policy lessons about the corporate tax reforms of both countries and present a future research agenda for the remaining issues. Part V contains brief concluding remarks.
II. TAX STRUCTURES OF JAPAN AND THE UNITED STATES: COMMONALITIES AND DIFFERENCES

A. Globalization, Tax Competition, and Taxation of Multinationals
Globalization is a common important factor, and both Japan and the United States are compelled to take it into account when designing their corporate tax laws. Both countries have maintained the highest corporate tax rates of OECD countries. However, it is becoming increasingly difficult to keep these rates at their current levels because high corporate tax rates negatively affect industrial competitiveness and a nation's competing position in attracting industrial locations. In fact, multinationals tend to shift their financial resources to low-tax countries or tax havens to escape heavy tax burdens. We also observe the continuous movement toward inversions in the United States; that is, a U.S. corporation merges with another company in the same industry but that is located in a low-tax country and then transfer its U.S. headquarters from the United States to the low-tax country to escape U.S. corporate tax law. In this manner, both countries are under stronger pressure to reduce corporate tax rates. They need to redesign their corporate tax systems to address the following two challenges.
The first challenge is how to deal with tax competition. Figure 1 shows the historical development of corporate tax rates in the main OECD countries and shows why the period since the 1980s has been called the "age of tax competition." Even though Japan continued to be the country with the highest corporate tax throughout the 2000s, it joined the competition in the 2010s by starting to reduce its corporate tax rate. In contrast, the United States has become the country with the highest corporate tax by keeping its tax rate at the same level almost constantly since the 1986 tax reform under the Reagan administration, which slashed the corporate tax rate drastically from 46% to 34%.
Figure 1
Source: OECD Tax Database (http://stats.oecd.org//Index.aspx?QueryId =58204; accessed Jan. 20, 2016).
However, the importance of corporate tax revenue in OECD countries has not decreased much despite the intense tax competition. 3 One of the reasons for this phenomenon is the existing situation in which OECD countries attempt to keep their corporate tax revenues through extensions of 3 According to the OECD's Revenue Statistics the average ratio of OECD countries' total corporate tax revenue to total tax revenue increased from 7.4% in 1992 to 10.5% in 2007 despite stiff tax competition. Org. for Econ. Co-operation & Dev., Revenue Statistics-OECD Countries: Comparative Tables, OECD.STAT, https://stats.oecd.org/Index.aspx?DataSetCode=REV (selected "Total," "1210 On profits of corporates," and "Tax revenue as % of total taxation" from the three dropdown menus) (last visited May 31, 2017). However, the ratio declined to 8.3% in 2013 given the 2008 financial crisis. We also observe the same trend for the ratio of corporate tax revenue to GDP, which increased from 2.3% in 1992 to 3.6% in 2007, but then decreased to 2.8% during the crisis. This ratio also increased despite severe tax competition before the crisis.
The second challenge is how to redesign taxation of MNCs. MNCs are increasingly trading goods, services, financial resources, and intangibles between their headquarters and subsidiaries. It is now well known that MNCs avoid significant tax burdens by manipulating trades with their subsidiaries in low-tax countries ("aggressive tax planning"). 5 This issue is serious because such tax avoidance activities could of course result in significant revenue loss for both countries. How do both countries attempt to tackle these issues? Before going into detail on this point, an overview of both countries' tax structures is useful. Figure 2 shows the national tax burden (defined as the ratio of tax burden plus social security contributions to GDP) in the main OECD countries. As figure 2 indicates, the tax structures of both countries are very similar and contrast significantly with the European tax structures. The commonalities in the Japanese and U.S. tax structures relative to the European structure are as follows: First, they are characterized by a lower ratio of tax burden to GDP. The ratios for Japan (23.2%) and the United States (23.7%) are almost the same, whereas the United Kingdom (36.0%), Germany (30.1%), Sweden (49.0%), and France (39.4%) all significantly exceed these ratios. The only difference to observe from figure 2 is the ratio of social security contribution burden to GDP. The ratio for Japan is relatively high (17.4%), whereas the U.S. ratio is the lowest (7.4%) among the countries in figure 2. Second, both countries have very similar tax structures (tax revenue distribution ratio). As figure 3 shows, the tax revenues of Japan and the United States depend largely on direct taxes (individual income tax and corporate tax), whereas the Europeans depend heavily on revenue from consumption taxes, especially value added taxes (VAT). The high corporate tax rates in Japan and the United States partly contribute to this contrast. Similar tax structures between Japan and the United States are not a product of chance because Japan's postwar tax system was formed under the strong influence of the United States. In fact, Japan designed and formed its postwar tax system on the basis of the "Report on Japanese Taxation by the Shoup Mission." This report was written by tax experts of the Shoup Mission led by Carl Shoup, a public finance professor at Columbia University, who was delegated by General MacArthur as Supreme Commander for the Allied Powers (SCAP) to survey the Japanese tax system and propose a design for its fundamental reform. 6 The Japanese government formed its tax system on 6 The first and the second reports were published in 1949 
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Figure 3
Source: Ministry of Finance (http://www.mof.go.jp/tax_policy/summary/ condition/016.htm; accessed Jan. 20, 2016).
However, in 2015, Japan started to reform its corporate tax system, including reducing rates and extending the tax base. This corporate tax reform is virtually the same as the reforms implemented by numerous European countries. In addition, the Japanese "consumption tax" (VAT), which is being increased from 5% to 8%, was the second largest revenue raiser in the country's tax system in 2015, but its revenue reached almost the same level as the income tax. This accomplishment was a historical turning point for the Japanese tax system because income tax was the largest revenue raiser during the entire postwar period. Additionally, a consumption tax rate 
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Ge rm a n y increase to 10% is scheduled for October 2019. Taken together, these actions could be interpreted as Japan starting to turn its tax structure from a direct tax-centered tax structure after the American model to a more indirect taxcentered tax structure after the European model. Hence, the differences in Japan's and the United States' tax structures might become larger than their commonalities in the near future.
III. "RATE REDUCTION AND BASE BROADENING" APPROACH AS A COMMON STRATEGY FOR JAPANESE AND U.S. CORPORATE TAX REFORM
A. Recent Corporate Tax Reform in Japan
The Abe administration's corporate tax reform seeks to reduce the corporate tax rate to the 20% level within five years, starting in 2015, thus keeping in mind the tax rates of OECD and East Asian countries, such as China (25%), Korea (24.2%), Singapore (17%), and others. The Japanese effective corporate tax rate of both national and prefectural governments decreased stepwise from 34.62% to 32.11% in 2015, and then further to 29.97% in 2016 and 2017. The rate will be further reduced to 29.74% in 2018. 7 Within this framework, the corporate tax rate at the national level will decline from 25.5% to 23.9% in 2015, which is expected to result in a revenue loss of 669 billion yen ($5.57 billion). In contrast, the corporate tax rate at the prefectural level will be reduced from 7.2% to 4.8%, which is expected to result in a revenue loss of 787 billion yen ($6.56 billion).
The revenue loss at the national level is almost compensated for by a revenue increase from lower tax expenditures. The tax base for the Japanese corporate tax is reduced by various tax expenditure items, as is the case of other countries. As figure 4 indicates, the 2012 estimated Japanese corporate tax revenue was 16.3 trillion yen ($133.3 billion), in the absence of the tax expenditures shown in the figure. The difference between this estimated revenue and the actual revenue of 10.4 trillion yen ($86.7 billion) represents a revenue loss of 6 trillion yen ($50.0 billion).
Figure 4
To reduce the tax rate at the national level, the following base broadening measures were adopted: All of these measures are 8 On the main points of tax base broadening in exchange for a tax rate cut, see Japan Ministry of Fin., Cabinet Decision on FY2015 Tax Reform (Main Points), at 2-3 (Jan. 14, 2015), http://www.mof .go.jp/english/tax_policy/tax_reform/fy2015/tax2015a.pdf. 9 A net operating loss carryforward system allows corporations to reduce corporate tax liabilities by carrying forward net operating losses and deducting them from their income for the subsequent nine years. As figure 4 indicates, this system occupies the largest part of the revenue loss among the 2012 tax expenditures. Through this amendment, the carryforward period was extended to 10 years, whereas the deduction limit was reduced from 80% of the taxable income of the fiscal year to 65% for 2015 and 2016, and further to 50% from 2017 onwards. Corporations with low profits are more strongly affected by this amendment because they will face a heavier tax burden under the condition that the room for net loss deductions should be reduced. 10 Dividend income exclusion allows corporations to exclude from their income any dividends received from other corporations to avoid double taxation of dividend income if they own more than a certain threshold of the total shares. Before the 2015 revision, the threshold was set at 25%. Conversely, 50% of dividend income should be included in a corporation's income if it owns less than 25%. Through this revision, the threshold will be increased to 33.3%. For all corporations owning less than 33.3% of total shares, the revision means an increase in the tax burden.
11 Tax incentives are the various tax preferences based on special tax provisions that intend to promote research and development (R&D) activities, capital investment, and other activities to In contrast, the revenue loss incurred by lowering the prefecture corporate tax rates will be offset by increasing the tax rates on the "external standard" part of the tax base, which consists of value added and capital. The prefecture corporate tax is not a pure corporate profit tax; instead, its tax base is a mix of (1) profits and (2) "external standard" (value added and capital). The tax was originally levied only on corporate profits, identical to the national corporate tax. However, prefectures have frequently complained of sharp revenue fluctuations attributable to business cycles and the revenue concentration in Tokyo. They prefer a revenue source that is more neutral to business cycles and that facilitates allocating revenue more equitably among the prefectures. For this purpose, the "external standard" tax base is more suitable than the profits tax base. In 2004, the prefecture corporate tax was reformed, and its tax base was divided into two parts: profits and "external standard."
The prefecture corporate tax rates were set to raise 75% of total revenue from the profits tax base and 25% from the "external standard." The 2015 tax reform decreased the tax rate on profits from 7.2% to 4.8%, whereas the tax rate on the "external standard" was doubled; the tax rate on value added was increased from 0.48% to 0.96% and the tax rate on capital was increased from 0.2% to 0.4%. These changes ensured that the revenue ratio between revenues from the profit tax base and the "external standard" tax base will be 50%/50%. The revenue increase from the "external standard" will generate approximately 700 billion yen ($5.83 billion), which almost equals the revenue loss from the profits tax base of 787 billion yen ($6.56 billion). This revenue increase at the prefectural level is so large that it exceeds the revenue accomplish policy purposes. We define tax incentives as part of the broader definition of tax expenditures. Among the 2012 total revenue loss of 1 trillion yen, tax incentives for R&D comprised 40% of the total, those for the support of small and medium-sized enterprises comprised 17%, and those to promote capital investment comprised 12%. The R&D tax credit system has been extended but was revised through the 2015 reform. Corporations have been allowed to deduct 8-10% of their total R&D expenditures from their corporate tax liabilities. From 2015 onwards, the tax credit limit will be reduced from 30% to 25% of the corporate tax liability. Finally, nineteen tax incentives were repealed or limited in scope in 2015.
increase from reducing tax expenditures at the national level. Hence, without a doubt, the revenue-neutral corporate tax reform in Japan is not possible without strengthened taxation of the "external standard" tax base.
This reform is significant for the economy in the following two ways. First, this reform would shift the tax burden from companies operating in the black to companies operating in the red. To date, Japan has been characterized by a high ratio of companies operating in the red that did not pay corporate taxes at either the national or the prefectural level before 2004. 12 However, introducing as well as strengthening the taxation of the "external standard" tax base dramatically changed this situation. Companies operating in the red will be compelled to reexamine whether they should continue their business even with low profits and low productivity conditions. A prefecture corporate tax reform would give those companies incentives to increase their profitability and productivity, whereas the reform could support companies operating in the black in strengthening their international competitiveness through a reduction in their tax burden.
Second, this reform will clarify the benefits from the characteristics of a prefecture corporate tax. The industrial side has sometimes criticized corporate taxes at both the national and the prefectural levels as representing double taxation of corporate profits. However, the prefecture corporate tax has gradually deviated from a pure corporate profits tax to a more "external standard"-oriented tax through the 2004 and 2015 reforms. Currently, corporate taxes at the national and prefectural levels may be said to have different tax characteristics; therefore, they do not necessarily overlap when applied to corporate profits.
The purpose of the prefecture corporate tax reform in 2004 was not only to stabilize revenue but also to transform the tax into a benefit tax. Generally, local governments provide public goods and services by developing infrastructure, education, and so on, irrespective of the business cycle. Corporations in the region should receive the same scale of benefits from local governments if they operate at the same scale, regardless of whether operating in the black or the red. The reason why value added and capital were selected as the "external standard" tax base is simple: they are good indicators of the benefits that corporations receive. A gradual change in the weight of the composition of the tax base, decreasing weight of the profit base and increasing weight of the "external standard" base, transforms the nature of a prefecture corporate tax from taxation based on the ability to pay principle to taxation based on the benefit principle. This change partly means a return to the Shoup report's original idea that a prefecture corporate tax should be implemented as a VAT. This VAT was supposed to be based on the "addition method," which calculates value added as the summation of corporate profits, interests, rents, and wages. However, this method should be distinguished from the "subtraction method," similar to adopting VAT as a general consumption tax.
13
B. Delayed Corporate Tax Reform in the United States and Its Cause
In 2012, in a joint report by the White House and the Department of the Treasury, the Obama Administration proposed a corporate tax reform consisting of rate reduction and base broadening.
14 The administration's proposal included a tax rate reduction from 35% to 28%, with the loss in revenue compensated for by a revenue increase through a reduction in tax expenditures. The report stressed that the United States could promote economic growth by implementing such a revenue-neutral corporate tax reform. This concept is supported by economists on the ground because it would improve economic efficiency. 15 Nevertheless, why is it difficult to 13 See 2 REPORT ON JAPANESE TAXATION BY THE SHOUP MISSION, ch. 13 (1949), http://www.rsl.waikei.jp/shoup/shoup13.html. The Japanese government introduced a value-added prefecture corporate tax in 1950 on the basis of the proposal in the report. However, this trial failed because of practical problems regarding the value-added calculation method, protests against the taxation of corporations running in the red, and a relatively heavy tax burden particularly on small and mediumsized corporations. The tax was repealed and converted into a pure corporate profits tax in 1954, which continued to work until 2004. The author insists that a revenue-neutral tax reform would result in the benefit of improving allocative efficiency by equalizing the effective marginal tax rate among industrial sectors. Another simulation analysis compares the following three policy options: (1) a corporate rate cut of 5% financed implement revenue-neutral corporate tax reform in the United States? We offer at least three reasons: First, adequate revenue cannot be created by merely reducing tax expenditures. Second, a corporate tax reform with a rate reduction and base broadening would affect noncorporate businesses (i.e., "pass-throughs" such as S corporations and partnerships) to a large extent. Third, even if revenue-neutral tax reform could be implemented, distributional issues caused by the tax reform would politically prevent it from being implemented.
Regarding the first point, a calculation made by Scott Hodge of the Tax Foundation is useful as a reference point. 16 The revenue loss on U.S. corporate tax expenditures is estimated at $118 billion and is projected to grow to $239 billion by 2024.
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Over the next ten years, the total budgetary cost of all corporate tax expenditures is $1.8 trillion, an average of approximately $180 billion per year.
The ten-year cost of reducing the corporate tax rate to 25% is approximately $1.26 trillion, or $126 billion per year. According to this calculation, the cost of a rate cut clearly requires eliminating all of the corporate tax expenditures except for deferrals, which results in a revenue increase of $1.1 trillion over the next ten years. A repeal of deferral cannot be expected to be a source of a revenue increase because the amount of revenue could be expected to vary significantly depending on the differences with increased debt, (2) a corporate rate cut of 5% financed with reductions in hypothetical inframarginal base-broadening tax expenditures, and (3) a corporate rate cut of 5% financed with a partial repeal of MACRS (Modified Accelerated Cost Recovery System) depreciation. On the basis of the simulation, the authors insist that a revenue-neutral tax reform would result in the desired economic effects. According to their simulation result, option two is preferable to the other options from the perspective of promoting economic growth. GDP growth under option two is higher than under option one by 0.1-0.2 percentage points. Long-term productive capacity is significantly higher when the producer's capital stock is between 0.7% and 1.2% higher in the long run. Policy option two is also superior to option three because GDP and the producer's capital stock are higher by 0.2% and 1.5%, respectively. between the U.S. corporate tax rate and other countries' corporate tax rates. 18 Therefore, a tax reform scenario to finance rate reduction costs by repealing only tax expenditures is unrealistic.
Regarding the second point previously mentioned, a revenue-neutral tax reform with base broadening would unintentionally affect pass-throughs by reducing their tax expenditure benefits. In fact, they are allowed to enjoy most of the tax expenditure benefits just as corporations, even though they do not pay any corporate taxes. If a revenue-neutral tax reform is implemented, they lose such benefits without compensating for the benefits from the rate cut. 19 Third, a revenue-neutral tax reform would inevitably result in distributional issues. Reducing tax expenditures would result in disadvantages for corporations enjoying their benefits. In contrast, the benefits from a rate cut would be larger for corporations that have received minimal benefits from tax expenditures. Martin Sullivan showed this result through his calculations.
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His basic assumption is to reduce the corporate tax rate to 28%, financed by reducing an equal portion of all tax expenditures. Figure 5 shows the net economic effects of this revenue-neutral tax reform for each industrial sector on the basis of his calculations. Clearly, a revenueneutral tax reform would divide the industrial sectors into winners and losers: the winners are financial businesses, accommodations, retailers, and others, 18 According to Eric Toder of the Urban Institute, the deferral cost depends on the difference between the U.S. and foreign rates and not the U.S. rate alone. For example, assume that the United States reduced its rate from 35% to 25%. Repealing deferral would then raise no revenue from the taxation of foreign income already subject to a 25% (or even higher) foreign income tax because the domestic tax liabilities are perfectly offset by the foreign tax credits. Moreover, repealing deferral would make the United States the only country that taxed multinationals' worldwide income on a current basis, putting U.S.-based firms at a major competitive disadvantage with firms based in other countries. whereas the losers are electrical products, transport equipment, computers, and electronics, and others.
Figure 5
Because such economic effects of tax reform are understood, the lobbyists for the losers would naturally oppose the reform and attempt to stop it by influencing the legislative process. Even though each tax expenditure benefit is relatively small, losing them would be a vital issue for the interested parties. Therefore, they may strongly protest against the reform.
As Eric Toder points out, the only way to enact reform is to take on many special tax preferences at once to pay for a large enough reduction in rates to garner broader support. This situation occurred during the corporate tax reform of 1986 during the Reagan administration, when reform advocates were able to win over an influential group of corporations that found the prospect of a large rate cut more attractive than the loss they would suffer in terms of narrowly targeted benefits. The problem with repeating the 1986 experience today is that there simply is not enough revenue to be gained by attacking vulnerable tax expenditures to pay for the rate cut as proposed by the Obama administration.
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As surveyed to date, financing all of the costs of a rate cut by simply reducing tax expenditures seems very difficult. A revenue-neutral tax reform is difficult to implement for this major reason. For the Japanese case, relatively large room for creating adequate revenue by slashing the existing tax expenditures made the reform possible. This situation is different from that of the U.S. case. Until recently, Japan has experienced no major revenueneutral corporate tax reform with base broadening, as in the 1986 U.S. tax reform. The number and scale of Japanese tax expenditures have grown during the postwar period, which is why relatively more room exists for reducing tax expenditures. However, this phenomenon alone could not have created enough revenue to pay for a rate cut. As previously stated, strengthened taxation to the "external standard" tax base was a crucial factor for raising enough revenue for the reform.
In the case of the United States, taxation of companies operating in the red could be strengthened by converting part of the existing corporate tax base from profits to value added (addition method). Basic tax principles justifying corporate taxes are frequently referred to as (1) the "ability-to-pay principle," which corresponds to a corporate tax function as a backstop to individual income tax and (2) the "benefit principle," which corresponds to its function as a price for public goods and services. The former asks for taxation of corporate profits, whereas the latter asks for taxation of corporate value added.
Because the benefits of public goods and services are equally attributable to companies operating in the black and in the red, a corporate tax on value added is more appropriate for allocating their costs to all companies on the basis of the benefits they receive. Partial conversion of the existing corporate tax base to a value-added base would have the effect of shifting the tax burden from companies operating in the black to those operating in the red. The costs of tax cuts for the corporate profit tax base would be financed by new taxation on corporate value added, a change that might be politically infeasible in the United States. However, the change would result in a preferable industrial policy effect that gives companies 21 See Toder, supra note 18, at 16-27. operating in the red an incentive to increase their productivity and profitability.
For the reasons previously surveyed, a revenue-neutral corporate tax reform in the United States seems difficult to implement. Currently, the focus of the corporate tax reform debate is more concentrated on its international tax aspects. A shift in the corporate tax reform strategy has occurred, from a rate reduction with a base broadening approach to a rate reduction with strengthened taxation of MNCs. How to tax MNCs is an acute issue for the United States because the Internal Revenue Code fails to appropriately tax the earnings of controlled foreign corporations (CFCs). Hence, large loopholes are created. Currently, approximately two trillion dollars are being accumulated in the hands of CFCs, and taxing this wealth could raise substantial revenue for the U.S. Treasury.
C. U.S. Corporate Tax and Taxation of MNCs
Major International Taxation Issues for U.S. Corporate Taxes
Why is it difficult to appropriately tax the foreign earnings of MNCs under the current Internal Revenue Code (Code)? To understand this issue, we need to review the basic tax rules of the Code. The first rule is the principle of worldwide taxation, which frequently refers to the residence principle in economics that is capital export neutral. Under worldwide taxation, a corporate tax rate of 35% is always applied to corporate earnings regardless of where U.S. corporations may invest. 22 Hence, the U.S. tax does not affect their investment decisions because the tax causes no tax differences based on investment locations. Yet, in reality, their earnings abroad are not always taxed currently under the Code.
We need to understand the concept of a deferral. Deferral affects the taxation of MNCs' foreign earnings. Under deferral, the United States does not immediately tax certain of the foreign earnings of MNCs from active businesses and allows them to defer paying taxes until they repatriate them to the United States in the form of dividends. The combination of worldwide taxation and deferral leads to the following issues. First, the combination provides U.S. MNCs with incentive to keep their earnings abroad because they are taxed at a 35% rate on repatriation. Holding their earnings abroad is attractive because MNCs often bear much lower taxes in source countries. If they continue to indefinitely hold these earnings abroad, they not only enjoy the time value of money but also virtually escape from paying U.S. corporate taxes. 24 Therefore, deferral gives U.S. MNCs an incentive to shift their profits abroad and, hence, erodes the U.S. tax base. Of course, this erosion results in substantial revenue loss. 25 Second, the U.S. corporate tax is noted as driving U.S. MNCs into a corner in their competition with their rivals in low-tax countries. The latter are taxed at much lower rates on the dividends repatriated to their home countries. However, among OECD countries, U.S. MNCs face the highest tax rate of 35%, thus weakening their competitive edge in source countries' markets. Therefore, U.S. MNCs are attempting to shift their income through "aggressive tax planning" to low-or no-tax countries. They are undertaking a significant endeavor to avoid U.S. taxation, and are in fact succeeding. Thus, substantial revenue losses have occurred, as well as a loss of investment opportunities and employment. Moreover, excessive tax avoidance by MNCs leads to distortions of their investments and transfers of financial resource allocations. 24 U.S. Generally Accepted Accounting Principles (GAAP) generally require that MNCs recognize a deferred tax liability on unremitted foreign earnings in the current period, regardless of whether or not the foreign earnings are actually repatriated back to the United States. Therefore, for firms required to file a financial statement with the SEC, the income tax expense attributable to deferred taxes on unremitted foreign earnings is to be recorded. However, an exception to this general rule is also defined, which specifies that a firm may overcome a presumption that foreign earnings will be repatriated if sufficient evidence indicates that the subsidiary has invested or will invest the undistributed earnings indefinitely. Accounting Principles Bd., Op. In the United States, two different reform proposals are shown and discussed.
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The first proposal insists that the United States should immediately tax the foreign earnings of MNCs by ending deferral. 27 The second proposal recommends that the United States abandon worldwide taxation and shift to territorial taxation. This shift would be realized by exempting repatriated dividends from CFCs, indicating a shift to source principle under which capital import neutrality is maintained. 28 In addition, Mihir Desai and James Hines insist that optimum resource allocation would be attained in a globalized world if a tax system that is neutral to capital asset ownership could be realized. Such a tax system satisfies the tax principle of "capital ownership neutrality" (CON). 29 According to their argument, a tax system that satisfies both CON and "national ownership neutrality" (NON) legitimizes territorial taxation. They stress that territoriality would promote foreign investments of U.S. multinationals by exempting repatriated dividends. These dividends could then promote investments back to the United States by CFCs of U.S. multinationals.
In particular, views that ask for a move to a territorial system have been activated since Japan and the United Kingdom moved to territoriality in 2009. However, a simple move to territoriality means no solution because MNCs' incentives to reduce their tax burden by shifting their income offshore cannot be removed as long as rate differences exist between the United States and low-tax countries. Rather, a simple shift to territoriality without antiavoidance measures would incentivize MNCs to concentrate their income in low-tax countries, thereby repatriating them back to the United States without any further taxation. This situation further induces tougher tax competition among low-tax countries to attract capital. For the United States, this competition leads to substantial revenue losses. If the United States is to move to territoriality with a corporate tax rate cut, methods for financing the revenue loss incurred by such a shift must be seriously considered.
Camp Tax Reform Plan and Obama Administration Reform Proposal
Against the previously described debate, Congress has seriously considered multiple reform plans that improve the defects of U.S. MNCs' taxation and seek to move to territoriality. One of the most important reform plans is the "Camp Plan," which is based on three discussion drafts published by former House Ways and Means Committee Chair Dave Camp (R-Mich.).
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In October 2011, he published a first discussion draft proposal to shift the United States to territoriality. In January 2013, Camp released a second discussion draft on the taxation of financial products. In March 2013, he released a third discussion draft on the taxation of small businesses and pass-through entities. On the basis of these three discussion drafts and further scrutiny, Camp finally released the "Tax Reform Act of 2014."
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His plan 30 The three discussion drafts are available at: https://waysandmeans.house.gov/UploadedFiles/ Discussion_Draft.pdf (Oct. 26, 2011) (first discussion draft), https://waysandmeans.house.gov/Uploaded Files/Leg_text_fin.pdf (Jan. 23, 2013) (second discussion draft), and https://waysandmeans.house.gov/ UploadedFiles/FINAL_Sm_Bus_Passthrough_Legislative_Text_03.12.13.pdf (Mar. 12, 2013) (third discussion draft). contributed to moving the discussion about territorial taxation from broad descriptions of design features to legislative language for specific provisions.
The main features of the Act included: (1) reducing the corporate tax burden through a rate cut to 25% and a repeal of the corporate alternative minimum tax, (2) shifting the U.S. tax system from worldwide taxation to territoriality by exempting 95% of dividend income from CFCs, (3) considering the accumulated earnings of foreign subsidiaries after 1986 and before 2015 that had not been previously subject to current U.S. taxation as Subpart F income and subject to a tax at 3.5-8.75%, (4) taxing CFCs' future earnings at the rate of 12.5-15%, and (5) proposing three options as antiavoidance measures necessary for moving to territoriality.
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In February 2015, the Obama administration announced its corporate tax reform proposal in the fiscal year 2016 U.S. federal budget, which consists of the following three elements: 33 First, the tax rate is reduced from 35% to 28% (25% is applied to domestic manufacturers). Second, a one-time transition tax at the rate of 14% is imposed on accumulated CFC earnings. Once MNCs paid this tax on past CFC earnings, then they could repatriate them without paying any further U.S. tax. Third, a minimum tax is imposed on future CFC earnings. After paying the minimum tax, no further U.S. tax would be imposed on repatriated CFC earnings if they are located in source countries with more than a 19% withholding tax. If the source countries impose less than a 19% withholding tax on CFC earnings, the U.S. government would tax the earnings at a rate equal to the rate difference between the United States and source countries.
This proposal is a product of compromise. Certainly, exemption of repatriated dividends is not proposed because of the inclusion of a 15% onetime tax on past earnings as well as a 19% tax on future CFC earnings. In contrast, this proposal shows an important departure from the principle of 32 See NUNNS ET AL., supra note 31, at 13-17. For critical scrutiny of the problems with these three antiavoidance measures, see Stephen E. worldwide taxation because once CFCs' earnings are taxed, they do not have to pay subsequent taxes at repatriation. This approach largely differs from the existing rule that uniformly imposes a 35% tax rate on all repatriated dividends from CFCs. Therefore, the administration's proposal means a repeal of the "repatriation tax" corresponding to the tax differences between the United States and source countries, an important change to the existing tax rule. 34 However, considering that the present combination of worldwide taxation and deferral virtually allows firms to indefinitely postpone paying taxes on CFC earnings, this proposal strengthens taxation of MNCs relative to the current situation. Judged from this perspective, the proposal could be viewed as neither worldwide nor territorial but a hybrid made of both.
Interestingly, the administration's proposal underlined two merits of the 19% minimum tax on future CFC earnings. 35 First, this minimum tax would drastically reduce the merit of tax avoidance by setting up "shell corporations" in tax havens with low or zero tax rates. Second, the minimum tax would have the effect of promoting source countries to implement rigorous source taxation. MNCs' total tax burden would not increase up to a 19% source taxation rate because of foreign tax credits. Therefore, MNCs would not leave source countries because of tougher source taxation. Certainly, to implement rigorous source taxation without the pressure of tax competition, we need an appropriate backup through residence taxation. 36 Reuven Avi-Yoanah evaluated the Camp Plan and the Obama administration's proposal as being so similar that their difference lies only in tax differences; therefore, reaching a consensus between Democrats and Republicans on the basis of both reform plans was possible. 
IV. ECONOMIC EFFECTS OF MOVING TO TERRITORIALITY: A COMPARISON OF JAPAN AND THE UNITED STATES
A. Is Moving Toward Territoriality a Solution?
The focus of the U.S. debate on MNC taxation seems to have gradually shifted from worldwide taxation to territorial taxation. However, is moving to territoriality really a solution? The reasons for preferring territoriality are as follows: (1) it would strengthen MNCs' competitive edge by reducing their tax burden on the basis of the repeal of a repatriation tax and (2) it would promote domestic investment and employment through repatriation from CFCs back to the United States. The second argument is more important than the first as a ground for public policy because the first states that corporate tax reform could contribute only to the private interest of MNCs. The second argument could justify the reform on the ground that it will result in general benefits to the American people through an increase in investment and employment. Whether moving toward territoriality could be justified depends on whether it results in general benefits to the public, which can be scrutinized on the basis of the experiences of both Japan and the United States.
The debate in the United States around territoriality often refers to the fact that Japan, along with the United Kingdom, partly moved to territoriality in 2009. Both countries introduced a dividend exemption from CFCs: Japan exempts 95% of these dividends, whereas the United Kingdom exempts 100% of these dividends. Because five years have passed since Japan's move situation existed that made a compromise between both sides difficult. Whereas the Camp Plan sought revenue-neutral reform with a rate cut and anti-base erosion measures, the administration's proposal would increase net revenues. In fact, the administration proposed to finance investment costs for transportation infrastructure, such as highways and public transportation systems, through the Highway Trust Fund with a one-time 14% tax on past CFC earnings. Republicans would not agree with earmarking tax revenue through a one-time taxation of MNCs for investing in domestic infrastructure. A PricewaterhouseCoopers' report estimated that a 19% tax on future CFC earnings would create revenue of approximately $205.9 billion over ten years. In contrast, a one-time 14% tax on accumulated CFC earnings would raise revenue of approximately $268.1 billion over ten years. This amount is approximately equal to the $297 billion needed for an investment in transportation infrastructure.
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to territoriality, obtaining knowledge on the basis of past experiences is possible, particularly on the economic effects of the dividend exemption. The United States also experienced a temporary move to territoriality through a tax holiday introduced in 2004 for repatriated dividends. These experiences in both countries could play an important role as policy experiments that we can use to verify the appropriateness of the second argument above. They provide us with rich information on how a move to territoriality works and whether it could attain its promised policy goals.
B. Economic Effects of the American Jobs Creation Act of 2004
The American Jobs Creation Act (AJCA) allowed U.S. corporations to deduct 85% of dividend income from their corporate tax base if they repatriated these dividends from CFCs. 38 Therefore, for corporations facing a 35% tax rate, the effective tax rate applied to repatriated income declined to 5.25% under the AJCA, but just for one year. Firms were asked to prepare a domestic reinvestment plan (DRP) and submit it to the IRS with their financial statements to obtain the exemption. 39 Permitted types of investments included hiring new employees or training existing staff, increasing employees' salaries or benefits (excluding executives), research and development (if conducted within the United States), investments in infrastructure, intangible property, other capital investments, and others. 40 Types of investments that are not permitted include executive compensation, intercompany transactions, shareholder distributions, stock redemptions, portfolio investments, and others. 41 The AJCA attempted to promote domestic investment and employment by specifying the use of repatriated dividends for these purposes.
Immediately after the enactment of the AJCA, repatriated dividends from CFCs increased dramatically. According to data from the Bureau of 
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Judged from this perspective, the AJCA seemed to be extremely successful. However, the real issue lies in the amount of investments and volume of employment created by the AJCA.
Roy Clemons and Michael Kinney investigated firms' behavior by looking at 364 firms that repatriated dividends under the AJCA. 44 They showed that these firms significantly increased stock repurchases that were prohibited under the AJCA. These actions were possible because the AJCA provided no regulatory measures to enforce its proscriptions. For instance, firms were not asked to create a separate fund to demonstrate that qualified dividends were used along with their DRPs. Therefore, the lack of regulatory constraints in implementing the AJCA likely permitted firms to spend repatriated funds on disallowed uses. Clemens and Kinney concluded that the AJCA provided a windfall gain to firms by allowing them to repatriate substantial amounts of CFC earnings to the United States with a very low tax burden.
Jennifer Blouin and Linda Krull also lead us to the same conclusion. Dhammikka Dharmapala, Fritz Foley, and Kristin Forbes also identified that repatriation did not increase domestic investments, employment, or R&D. Instead, increases in repatriation were associated with increases in shareholder payouts, which were also disallowed under the AJCA. 46 Surprisingly, Thomas Brennan's empirical research showed that permanently reinvested offshore earnings have increased since 2004. 47 CFC earnings repatriated under the AJCA were more than offset by increased levels of overseas investments. As a major reason for this, Brennan pointed to MNCs' expectations of the possibility of a "second tax holiday" in the future.
Finally, the Majority Staff of the Permanent Subcommittee on Investigations of the United States Senate's Committee on Homeland Security and Governmental Affairs integrated the knowledge and information on scientific research results, including the previously noted studies, and carried out its own investigation that targeted twenty corporations, including the top fifteen repatriating corporations under the AJCA, and then made the following conclusions: (1) U.S. jobs were lost rather than created, (2) research and development expenditures did not accelerate, (3) stock repurchases increased after repatriations, (4) executive compensation increased after repatriations, (5) only a narrow sector of multinationals benefited, (6) most repatriated funds flowed from tax havens, (7) offshore funds increased after 2004 repatriations, and (8) more than $2 trillion in cash assets are now held by U.S. corporations.
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On the basis of these findings, the Majority Staff of the Subcommittee reached the conclusion that the 2004 tax holiday failed and did not attain its designated goals, and even resulted in a $3.3 billion revenue loss during the ten years after 2004. 49 The "$3.3 billion revenue loss" numerical value is based on the estimation of the Joint Committee on Taxation. This estimate revealed that the AJCA increased revenue by $2.8 billion for 2005, but the recommended against enacting a second corporate repatriation tax break given the associated harms.
Regarding the economic effects of the 2004 tax holiday, the best data and its objective evaluations are well summarized in this report; dividend exemption certainly gave MNCs strong incentives to repatriate their CFC earnings back to the United States, but the effect was not long lasting. Moreover, the exemption failed to increase domestic investments and employment. Even though some investigations positively evaluated the effects of the AJCA, 50 it is fair to state that the 2004 tax holiday as a policy experiment did not attain the policy goals that advocates of territoriality were expecting.
C. Japan's Move to Territoriality in 2009 and Its Economic Effects: A Japan-U.S. Comparison
Outline of the Japanese Dividend Exemption System
Whereas the United States introduced a one-time exemption system for repatriated dividends and then returned again to a worldwide system, Japan introduced a permanent dividend exemption system in 2009. Japanese corporations must own at least 25% of their total shares and hold them for more than six months.
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This policy change in Japan was first initiated by the Subcommittee on International Taxation established by the Ministry for Economy, Trade, and Industry (METI). The Subcommittee released its report in 2008 recommending Japan's move to territoriality.
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The report was issued against a background of the globalization of Japanese corporations. The ratio of offshore production to total production increased to approximately 30% in 2007, and profits earned through CFCs increased to four times those of 2001.
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The report pointed out that Japanese MNCs with CFCs retained their earnings of approximately three trillion yen ($25 billion) every year without repatriating them to Japan. According to the report, one of the main obstacles to dividend repatriation was the Japanese repatriation tax, which at the time had the highest corporate tax rate among OECD countries. repatriation tax, Japanese firms retained their CFC earnings abroad, which then resulted in stagnated domestic investment, R&D, and employment. On the grounds that a dividend exemption system would contribute to removing this obstacle, the report concluded that Japan should allow Japanese firms to exclude 95% of repatriated dividends from their taxable income. However, the report did not mention the policy goals, such as an increase in investment, R&D, or employment. Therefore, it did not specify the uses of repatriated dividends, unlike the AJCA in 2004, and preferred to permit freedom of corporate behavior.
The report also underlined another merit of the dividend exemption system, namely, that it would lighten corporations' paperwork for claiming foreign tax credits. To take advantage of the foreign tax credit system, corporations had to identify the amounts of the source country taxes they paid and prove that they were qualified to claim the credits. All of this paperwork imposed a heavy burden on corporations. If the foreign tax credit system was repealed with Japan's move to territoriality, corporations would be released from such burdens. Tajika, Hotei, and Shibata analyzed the economic effect of the move to territoriality in 2009, which was the first year after the policy change, with the following findings: First, those firms that increased dividend payments increased them after the introduction of a dividend exemption system. dividend payments, whereas the dividend exemption system had no impact on the behavior of firms with low funding requirements.
Economic Effects of Japan's Dividend Exemption
61
They concluded that the repeal of the Japanese repatriation tax, which had curbed dividend repatriation, in particular promoted firms with high funding requirements to repatriate their CFC earnings, and increased their funds in hand. Tajika, Hotei, and Shibata insisted that the fact that firms with low funding requirements did not increase repatriations indicates that the funds repatriated were used efficiently.
Hasegawa and Kiyota also found that the dividend exemption system succeeded in increasing repatriation between 2009 and 2011. Interestingly, firms with a large stock of retained earnings were generally more responsive to the reform and significantly increased dividend payments to their parent firms in response to the enactment of the dividend exemption system.
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In contrast, they found that the change in dividend payments was not positively associated with the grossed-up tax rate differentials between Japan and foreign countries after the tax reform. 63 This result shows that no evidence exists to indicate that the 2009 tax reform increased tax avoidance by Japanese MNCs. The authors interpreted this result as Japanese firms possibly not being as active in avoiding taxes as U.S. firms (possibly partly because of their high compliance consciousness with tax laws) or that the reform of the Japanese CFC regime in 2010 might have some effects on this result.
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On the basis of these findings, we might conclude that the Japanese move to territoriality in 2009 succeeded in increasing repatriation at least during 2009-2011. This result is the same as that for the U.S. 2004 tax holiday. However, the difference between the countries is that the U.S. policy was temporary, whereas the Japanese one is permanent. Did this difference have different impacts on both countries' manner of repatriation? Unfortunately, because both Tajika, Hotei, and Shibata and Hasegawa and Kiyota limited the scope of their analysis to only 2009 and 2009-2011, respectively, we cannot obtain information on long-lasting policy effects after 2011. Therefore, we check whether both countries' policies could have 61 See id. at 86-89. 62 Id. at 3. 63 Id. 64 Hasegawa & Kiyota, supra note 59, at 15-16. long-lasting economic effects by using time series data on the direct investment income of both countries. The U.S. data are based on the international balance of payments statistics from the Bureau of Economic Analysis. The Japanese data are based on the international balance of payments statistics from the Bank of Japan. Figure 6 shows changes in U.S. direct investment income for 1996-2014. This income was either reinvested as "reinvested earnings etc." or repatriated to the United States. Figure 6 enables us to easily understand that repatriated dividend income to the United States drastically increased in 2005, which was the year after the enactment of the AJCA and the year in which approximately 90% of all repatriating firms under the AJCA applied for the exemption.
Figure 6
As Table 1 Table 1 In contrast, figure 7 shows the changes in Japan's direct investment income for 1996-2014 and indicates that dividend income increased in 2009-the first year of the Japanese participation exemption-but not as drastically as in the case of the United States. This phenomenon occurred because direct investment income declined as a result of the 2008 financial crisis, which made it difficult to identify the real effect caused by the Japanese policy change. We then turn to table 2, which shows the ratio of dividend income to direct investment income, and easily find that the ratio significantly increased to higher than 80% in 2009 and 2010. This increase can be identified as the effects of the dividend exemption system. However, the ratio decreased after 2011 to 60-70%. On the basis of the previously described data, we conclude that both Japan and the United States succeeded in significantly increasing repatriation through dividend exemption systems, at least during the period immediately after their introduction. However, the effects in the United States were not long lasting because of the system's temporary nature. Additionally, for Japan, high-level repatriation such as that which occurred in 2009 and 2010 did not last long. Nevertheless, it is also important to note that the average ratio (B)/(A) in table 2 for 2001-2008 was 65.6%, which exceeds by more than ten percentage points the average ratio of 53.6% during 2011-2014. This result might indicate that the Japanese policy change resulted in long-lasting effects. However, whether we can draw this conclusion depends on more rigorous statistical analysis.
The next point that we must check is whether the Japanese dividend exemption system contributed to increasing domestic investments. Figure 8 shows the change in current net income and its use during 1980-2013. Traditionally, a low dividend payout ratio characterized Japanese corporations' behavior and, in fact, as figure 8 indicates, they paid out little dividends to their shareholders up to the 1980s. However, the dividend payout has come to occupy a more important recent position for Japanese farms, not only in absolute terms but also in relative terms. Firms were forced to record negative retained earnings in 2008 and 2009 because Japanese corporations attempted to maintain their dividend payout levels despite dramatic declines in current income attributable to the financial crisis. However, after the crisis, retained earnings increased rapidly during the recovery process, with the dividend payout level maintaining constant. The issue is whether the increasing retained earnings were used for investments. Unfortunately, one of the most significant problems of Japanese corporations today is that they cannot find promising investment opportunities and, therefore, continue to pile up retained earnings without using them for productive purposes. As figure 9 shows, the retained earnings stock has grown consistently since 1980. 1 1 1 1 1 1 1 1 1 1 1 1 1 1 1 1 1 1 1 2 investment significantly declined and then recovered, but never reached the same high level as in the 1990s and 2000s. Indeed, the Japanese dividend exemption system in 2009 increased MNCs' funds in hand, which nevertheless only led to an increase in retained earnings instead of investments. The investment level in figure 10 was almost always below the cash flow and depreciation levels, and most investments were supposedly made only for equipment replacements. Under these circumstances, increased repatriations would not necessarily contribute to an increase in domestic investments.
Figure 10
On the basis of the previous Japan-U.S. comparison, we draw the following conclusion. A shift from worldwide taxation to territoriality could be justified on two grounds. First, it would strengthen MNCs' competitive edge by reducing their tax burden. Second, it would increase domestic investment and employment. Indeed, the dividend exemption system in both countries had the effect of increasing repatriations at least immediately after the reform. Particularly for Japan, moving to territoriality might have caused a long-lasting effect given its permanent feature. However, we found no evidence in support of the second justification that territoriality contributed to the domestic economies of both countries. This finding leads to our conclusion that a dividend exemption system certainly contributes to the Under the single tax principle, regardless of the international tax system that a country runs-worldwide or territorial-the manner in which it taxes cross-border income should obey the tax rules as requested by the single tax principle. After a move to territoriality, appropriate antiavoidance rules should be adopted to avoid double non-taxation. A territorial tax system with appropriate antiavoidance rules is called the "principled dividend exemption" by Clifton Fleming, Robert Peroni and Stephan Shay.
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They discussed the conditions that U.S. corporate taxes should meet if the United States decides to move to territoriality. According to Fleming, Peroni, and Shay, the most important requirement for designing a principled dividend exemption is the "subject-to-tax requirement." 68 Under this requirement, exemption-claiming cross-border income should be taxed properly in the source countries. Conversely, if that income is not taxed properly at source, the United States should not exempt it from tax. This concept is also compatible with the previously stated single tax principle.
According to Fleming, Peroni, and Shay, a properly designed exemption system should have the following three design features: First, under the subject-to-tax requirement, a benchmark tax rate should be introduced because we need a standard for judging the appropriate taxation level. 69 Certainly, determining a benchmark tax rate on the basis of a single, welljustified ground is difficult, as Fleming, Peroni, and Shay also admit. However, once a benchmark is set, a country with a corporate tax rate less than the benchmark tax rate is regarded as a country with improper taxation. The retained earnings of CFCs that locate in a country with improper taxation should be recognized as "disqualified income" and should not be subject to exemption.
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In contrast, the retained earnings of the CFCs located in the country with a higher corporate tax rate than the benchmark rate should be recognized as "qualified income," which should be subject to exemption 67 when repatriated to the United States. To properly operate such a system, we still need a CFC regime even after moving to territoriality, and need to tax disqualified income by incorporating CFC income into corporate taxable income.
Second, how should we address passive income received by CFCs? Fleming, Peroni, and Shay concluded that passive income received by CFCs should not be subject to exemption.
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Subjecting such income to exemption would give MNCs strong incentive to concentrate their passive income in CFCs located in low-tax countries, and then repatriate that income to the United States without further U.S. taxation, thus creating a huge loophole. Therefore, only active business income should be subject to exemption, and passive CFC income should be designated as CFC income, which is subject to U.S. taxes.
Finally, how should we address income such as royalty, interest, and services payments that U.S. headquarters receive from their CFCs? Fleming, Peroni, and Shay concluded that none of these types of income should be subject to exemption. 72 These types of income are passive and bear no foreign income tax because they are frequently exempted from foreign tax by an applicable income tax treaty. Because the treaty gives the priority to tax passive income to residence countries, usually no international double taxation occurs; therefore, no reason exists to provide double taxation relief. As discussed in the previous section, we should maintain a "principled exemption system" with a rigorous CFC regime even after a move to territoriality to prevent tax avoidance by MNCs. In this context, how do we evaluate the reform of the Japanese CFC regime in 2010 that followed 71 Id. at 426-28.
72 Id. at 431-39. 73 See id. at 431.
Japan's move to territoriality? To discuss this point, we must first have a basic understanding of the Japanese CFC regime. 74 Japan first introduced its CFC regime in 1978 to regulate tax avoidance by MNCs through CFCs located in low-tax countries or tax havens. This regime is applied to foreign corporations that meet the following conditions. 75 subject to the CFC regime. Retained earnings of a CFC are attributed to these shareholders' taxable income on the basis of a pro rata share of the taxable income of the CFC. Unlike the U.S. Subpart F regime, which adopts a "transaction approach," the Japanese CFC regime adopts an "entity approach" that does not classify CFC income into multiple income categories. All of the taxable income of a CFC, regardless of whether it is active or passive, is subject to the regime.
In contrast, the Japanese CFC regime provides that four conditions must be met for exclusion from its application:
1. Active business test: The main business of the company is not the holding of shares or debt securities; the licensing of intellectual property rights, know-how, or copyrights; or the leasing of vessels or aircraft;
2. Substance test: The company has a fixed place of business in the foreign country in which its head office is located;
3. Local management and control test: The company manages, controls, and operates its business in the country in which the head office is located; and 4. Unrelated party transaction test or local business test: Under the unrelated party transaction test, the main business of the company is that of wholesale, banking, trust company, securities, insurance, shipping, or air freight, and more than 50% of its business is conducted with unrelated parties. If the main business is not of a type listed for the unrelated party transaction test, then the company must conduct its business mainly in the country in which its headquarters is located, per the local business test.
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If a CFC meets all four of these conditions, it is exempted from the regime and is judged to have substance as an independent corporation and adequate reasons to locate and operate in the country or region.
The dividend exemption system in 2009 was easily expected to provide MNCs with strong incentive to avoid Japanese taxation by concentrating 77 See TAX BUREAU, supra note 75, at 122-23 (http://www.mof.go.jp/english/tax_policy/ publication/taxes2010e/taxes2010e.pdf).
This policy design is almost in accordance with the "principled exemption system" of Fleming, Peroni, and Shay. First, Japan's move to territoriality is limited to the exemption of repatriated dividends from CFCs' active business income. Royalty, interest, service payments, capital gains, and other types of passive income are not targets for the exemption system. Second, because passive income received by CFCs is included in the taxable income of the Japanese shareholders, the loopholes are closed. Third, the benchmark tax rate is set at "less than 20%." If a CFC locates in countries with less than a 20% corporate tax rate, its earnings are designated as "disqualified" for exemption.
It is useful to mention here two points concerning this reform. First, Japan did not impose a transition tax when it moved from worldwide taxation to territorial taxation. Both the Camp Plan and the Obama administration's proposal included one-time transition taxes on the accumulated CFC earnings after the policy change. In contrast, Japan retroactively exempted all CFC earnings that were accumulated before Japan's move to territoriality. Thus, the Japanese Treasury lost a rare opportunity to obtain substantial revenue. Second, Japan did not introduce a tax on future earnings of the CFCs that both the Camp Plan and the Obama administration proposed. They include a proposal of taxing CFCs' earnings annually, at 12.5-15% in case of the Camp Plan and at 19% in case of the Obama administration's proposal. Although both rates are lower than the existing U.S. corporate tax rate of 35%, they are higher than the repatriation tax rate of 5% in the Camp Plan, which was applied to the repatriated earnings from the CFCs. These proposed taxes on the retained earnings of CFCs would function as a "penalty" against retaining their earnings abroad. Japan also could have introduced this type of tax on the shift to territoriality in 2009 for revenue raising purposes as well as to provide incentives for repatriation. However, we cannot find any traces of such policy discussions in Japan.
V. CONCLUSION
At present, Japan is in a fiscal crisis with outstanding public debt of approximately 1,035 trillion yen ($8.36 trillion) as of the end of 2015. The public debt to GDP ratio has already hit 205% at both the national and the subnational levels, which is the worst situation among developed countries. Japan's public debt is growing in both absolute and relative terms given the country's continuous budget deficit. Therefore, Japan cannot implement a tax reform that undermines its fiscal situation.
Japan's corporate tax reform with a rate cut and base broadening is designed to be revenue neutral because the country seeks to strengthen its industrial competitiveness and to secure its fiscal sustainability. Because Japan had room to broaden its base, it was able to do so even without any experience with a rate cut or base broadening, such as the 1986 corporate tax reform under the Reagan administration. Moreover, shifting the tax base of the prefecture corporate tax from profits to an "external standard" (value added and capital) contributed to realizing revenue-neutral tax reform.
Strengthening the taxation of corporations in the red naturally caused them to protest against the reform. However, the "external standard" taxation is applied only to large corporations with capital stock of 100 million yen ($833,000) or more. Accordingly, almost all small and medium-sized corporations remain untaxed under the "external standard," which softened their political resistance to the reform. The reform was also seriously criticized because the extension of the value-added tax base was a strengthened taxation of wages. Even if this criticism was misguided, the government decided to lighten the tax burden of corporations that attempted to raise wages by allowing them to exclude the increased portion of their wage payment from the value-added tax base.
Regarding the U.S. debate on worldwide or territorial taxation, this paper conducted a comparative analysis from the perspective of the economic effects of a transition to territoriality by regarding both the U.S. 2004 tax holiday and Japan's move to territoriality in 2009 as a kind of policy experiment. This comparison made it clear that both policy changes succeeded in significantly increasing dividend repatriation. However, this effect was limited only to 2005 and did not last for a long time in the U.S. case, whereas the Japanese policy change might have a relatively long-lasting effect on repatriation. This difference presumably came from the situation in which the U.S. policy change was only temporary, whereas the Japanese one was permanent. However, to obtain a more definite conclusion, we need a more rigorous statistical analysis.
Regarding the effects on investments and employment, we found no evidence that shows that both countries' policy change gave rise to any positive results. Therefore, we concluded that the move to territoriality could not be justified on the ground that it could contribute positively to the domestic economy.
Finally, a simple transition to territoriality would create a large loophole in the corporate international tax system and could, therefore, incentivize tax avoidance by MNCs. Therefore, a move to territoriality should be a move to a "principled exemption system" under the single tax principle. For this purpose, a CFC regime should play a central role in preventing tax avoidance even after a move to territoriality. On this point, Japan closed the loophole by reforming its CFC regime immediately after its move to territoriality, under which passive income received by CFCs was taxed. As Hasegawa and Kiyota indicated, we do not see any evidence that Japanese MNCs increased their tax avoidance behavior after 2009. Based on this, the reform of the Japanese CFC regime in 2010 presumably succeeded and is now functioning well.
